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The paper takes a closer look at the regular weekly supply of central bank
reserves in the euro area. In particular, we estimate a "liquidity reaction
function" for the ECB, which links the provision of liquidity to the level of
the overnight rate in the euro area, or other very short-term interest rate
indicators, and to special situations which occurred during the sample period
(August 1999 to November 2002). We also present a weekly demand model,
which may be thought of as the relevant constraint for the central bank’s
weekly supply decisions. In line with the literature, the demand model
relates short-term interest rates to the prevailing liquidity situation. The way
we carry out the weekly aggregation of the daily data allows us to identify
demand and supply in the empirical model.
The paper reaches the following conclusions. First, from the supply side we
find that the ECB has generally provided liquidity in a neutral and smooth
way during our sample period, apart from some special circumstances such
as the underbidding episodes which occurred four times in 2001. Moreover,
it appears that there was also some reaction, albeit limited, to the deviation
of the short-term spot and forward interest rates from the main refinancing
rate. In particular, if the overnight rate was above the main refinancing rate,
primarily reflecting expectations of a change in the main refinancing rate
during the same maintenance period, the liquidity allotment has sometimes
been slightly loose, and vice versa. However, in light of the results of the
demand side of the model, the reaction to interest rate change expectations
prevailing in the maintenance period has been very small. This appears to
indicate that, in the sample period, a large weight in the ECB liquidity
management’s loss function was attributed to providing liquidity in a smooth
and neutral manner, whereas short-term fluctuations in the EONIA and
other very short-term rates did not lead to adjustments in liquidity policy.	

 .
This might be seen as being consistent with a scheme in which the overnight
rate is not a direct policy objective, unlike the case for the federal funds rate
in the US.
In interpreting this result, it should be noted that the environment of orderly
conditions in the money market, which generally prevailed during the first
four years of the Economic and Monetary Union (EMU) may also have
worked against a very active liquidity policy. In fact, if there are no strong
expectations of a change in the main refinancing rate within the
maintenance period, there is no trade-off between liquidity and interest rate
smoothing. In addition, the result may also suggest that the operational
framework of the ECB has worked satisfactorily in keeping the EONIA
close to the main refinancing rate without the need for a more active
liquidity policy.
Second, from a demand perspective the analysis in this paper finds that the
liquidity situation appears to have mattered to a significant extent only in
the last week of the maintenance period, after the last main refinancing
operation of the period, and to have had a negligible effect earlier in the
maintenance period. This finding presumably reflects both the structural
features of the euro area money market, in particular the high level of the
reserve requirement, and market participants’ perception that the ECB’s
liquidity policy is generally neutral at the end of the maintenance period.
This result also suggests that the reserve requirement and the averaging
mechanism work effectively in the euro area to contain the volatility of the
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